by LOUIS J. PARADISO

Consumer and Business Income and Spending Patterns

CONSIDERABLE intarest centera
on means for lifting the econvmy to its
full seonomic potential and for ettein-
ing a Iaster rate of growth, Current
logisiative proposals are desipned to
achisve these ohjectives: they involva
the stimulation of the private economy
by tax reductions and other incontives.
Implicit in thess proposalzs i the
aggumption ol a fairly stnble pattern of
reaponse to changes in in¢ome and
demand by both consumers and busi-
nesemen for major ssgments ol the
sconomy, and more volatility elaewhers
a3 in investment where we have hod n
relatively low wolume in recent years
n# indicatad in the plant and egnipment
article in thiz issue. Considernhble in-
dapenidence of movement exisis in
parts which have to he studied in
relation to othor more stable funetious.

Examination of tha postwar experi-
ance sugpeste that consumers tend to
spend a [oirly constant proportion of
the incrense in their disposable ingome,
While business investrognt in plind
and equipment iz also dependent fo a
degres on income fows, other foetors
such a8 changes in intrabusiness snles
and snles to Govermment and for ex-
port, cepocity utilization, profit and
other expectations are plso determining.

Factors underlying buying decldons

The accompanying charts for selectad
partz of the economy were prepared to
portrny some basic relationships; they
dapict the degres of association which
exigis betwean consumer income anl
apending and business incomes, sales,
and investment. Despite the sigmifi-
cant chenges in the sconomis, pelitical,
and internotional climate during the
poatwar parjod, consumer and business
behavior have displayed some well-
defined and atable patterns in relation
to the Anctuationa in total economic
activity.

The factors which shope the course
of private demond as well as total do-
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mang (GNP) are not only manifeld in
number but vary Mrom period to period
both in the intensity and the timing of
their impnet. Some of these forces
oxert dependent influsncea—for ox-
ample, changes in government pio-
prama, 4 significant port of business
invastment and consumer phrchases of
durable geods and housing—while oth-
ere are induced and are affected by the
menaral conese of buginess.
Furthermore, seme of theas inflluencos
are more or less interdependent—i.e.,
changes in one factor are rolated te
changes in one or more of the other
wariables. For ¢xomple, increased soles
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may yield more profits, and together
they may provide the motivntion to
axpand investment ouwtlnys. Frofic
opportunitice foresean independendly
from new produrets and new techniques
yield higher investmant, higher product
flows and imeomes.

It is wvirtually impossible, en the
bosis of present know-how, (o obtain
elenn-cut quontitative determinations
ol the separats impoet on the varintle
heing examined of ench of tha inker-
reloted foctors, For exampls, will an
antonoeTmous inereasa in the cash flow—
ie., income plwme depreciation set-
nsides—tend to stimulate business in-
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vegtment? Or g o sustained rise in
znles o prevequisite for investmont ox-
pansion? Or j& ths rote of retwn on
investment the major considerotion?
The snswar to these guestions may
be mdetermingta, depending upon other
circumstonecs auch as the ente of plant
wtilizntion, the availability of workers,
the degree of competition, and the stage
of technological progress, Ewven whan
one has & knowledps of thesa other
varinbles, the answer may still be un-
pertain beenusa of the close inbor-

dependenes of msome of them aad the -

difienliy in defermining their separatc
effacts on invesiment. The cyclical
position of busioess clemtly hee soimne
influence.

This inability to disentangle the
rpat' effects parily acesunts Tor the
prevalance of different viewpoints held
by economists with respect te tha im-
pact of cartain peliey actione.

To complicate matters Furthar, both
congumers and businessmen [raquently
make decision® on the baasia of thsir
evaluation of the faturs course of the
ecosomy. At times their forecnste may
turtt out to be ressonably acourate, nnd
in such ¢ases, the expenditures made
cnn be “explained” on the basiz ol
changes in the bnsic economie factors.
Bat if the forecasts should turn out to

'he in error, the actual expenditures
would be out of line with those expectad
Irom n considaration of income, prices,
and other relevant fnetors,

For example, in the latter part of 1962
corporate cash flow was vising, but ot
the same ime businessmen could fore-
sea no bwoysucy in demand in the
period abead and viewed investment
prospects as weaker than in the pra-
1957 period. Thus, they decided to
alpw their not-too-vigorous investment
oxpansion. In this shori-run casa their
anelysis of future proapects proved to
ba nesurate, but there were other fnvor-
sble [actore—investment credit and
new doprectation guidelines which toolk
mare tims to evaluate nnd these ave
probnbly & fuetor in the rising programe
new foreseen.

On the other hand, following the end
of the steel strilee in 1059, husinessmen
expecied sybstantial increnses in sales
i 1960 and investment wus accordingly
Blepped up. These expectations did
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not materinlize since demund leveled
off ofter the first quorter of 1980, and
consequantly the movement of invest-
ment during that year did not eenlorm.

The rola of economic evaluations

The charte suggest that the factor
accounting for the majar porction of the
fluctuations in consumer ond business
buying ore the brond econeinic meas-
ures—such ns chisnges in incomes, in
new buginess received, in sales, and in
credit availability. Decisions to enter
into or to withdrew from the markets
are generally mnde alter an appraisal of
present and prospective benefites to be
derived from such actions based on
economic evaluations,

In the case of new products, certain
special considerations are hrought to
hear on spending decisions, Many
companies and individuals invest in re-
search and develepment and in sup-
porting facilities to develop and market
new producta with the expectation that
they will yield [uture profitnbls re-
turns. Such riak-taking ventures resnlt
from judgments made as te the prob-
ahle markat response to the end prod-
uct, end involve s high degrae of con-
fidence in the finnl outeome. The
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cauzol or undedying forces motivating
fhis type of spontancous invesbment
are dificult to measure and quantily
but ars fundamentally very importand.

Put o bunching of successful resulta
ia frequent in particular parts of the
£oonomy, ns is evident now in the epace
progrome and many other new products.

Review of Some Major Aspects

As the charts indicote, not =il of the
ependivg by consumers and business
ia aceoitnted Ior by Auctuntions in suweh
baeic fnotors a3 income flows ond
dermnnd, The ot that at times the
actus! expenditures show dopartures
from the relationships involving theae
partioular factora implies that othar
influsnces are also at worle. These un-
doubtedly embroca massurabla sconom-
te influences such az prices, coats, ele.,
and spontanecus decisions wade apart
from the dictates of the immedinte
BCONomic environment,

Not only are present techniques
deficient in measuring the separate
effects of the "root” [nctors affecting
conzumer ond business buying, bul
muny individualz make decisiona with-
out being awnre of the rensons, and
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others base thair actions on inadequnte
information, hunches, or other
tangible considerations, Of eouwse,
most docisions me baged on sound
business senge, af which thers rre amnple
illugtrations.
 Tb must be emphagized that nona of
the cherts portrays cause and effect
pagociation. EBother, they show re-
Iationships botween tha velevant im-
mediate Iactors nnd sales or investiment.
Where the degree ol nssociotion hes
been quile close and stable over the
entite postwar period, it moy be os-
sumed that there is o high probability
ihat the indicated reletionsbip will hold
when extrapolated Into the [ufure.
However, care must be taken not to rely
unduly on a prijection: into the futwre

in- .
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from such relationships even when the
assozintion is exceptionaily bigh, since
unloraceable spontavecus decimons or
evants can cnuse & “bresk” in histerical
relation. The events dwring the Eorean
confict provide an npt iflustration
of such a breakdown. In other cases
there axe valid ressons why the trend
may not be espected fo hold over an
extonded period.

But the following analyses ave sig-
nificant.

1. Conswmers spend & fairly conatant

proportion of their aﬁ@r—#ﬂm TREOtE—
ateraging 98 percend in the postwar
NEQTS.

Except for the wery enrly postwar
years and speradicn]ly during the period
of the Korean conflict, the ohark shows

CORPORATE GROSS PRODUCT RELATED TO
CONSUMER GOODS EXPENDITURES
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2 remarkoble conztancy in aggregale
comsutuer buying velaiive to dispoaable
peraonal incoma? (L.e., perecnal income
less taxes). In oxnly o few gquarterly
pericds sinece 1951 hes the ratie devi-
ated significantly from the 03 peveent
average, with the maximuom ratic being
#4 percent and the minimum 91 percent.

Cryclically low rotios generally ocowr
in recession periods when durable
goods spending 18 gronily reduced;
high ratios ¢ceur at times when durnble
gooda buying, particularly of autos,
with the resultant borrowing, is sz-
cepiionally brigk. In strong reeovery
periods the ratio tondes Eo rize abave
the 93 percent average. In o year like
1055 this independent epurt u durable
goods buying was o major factor in the
basic movement of business.

An increass in consumer spendable
incoms is accompanied by o roughly
corregponding rise in consumer huying.
Thus, comsumer expenditures in the
first goarter of 1963 are estimated at
an annual rate of about $368 billion—
034 percent of the dispoaable perscnal
income—up b pereont from a yem' ago.
Dizposable personal income increased
by about the snme percentags.  Rising
consumer expenditures bave been 1
major soures of strength in the Tecent
economie picture.

In view of tha fact that consumer ox-
penditures comprisa nearly two-thirds
of the GNP, the velalive stahility of
congamear buying has been an important
factor in dampening overall economic
fluctnations in the postwer period. In
this the grester size of the built<in in-
come stobilizers hos been o fastor.

2. Consumer expenditures for goods
are adso closely geared Lo the flow of con-
sumer spendable fncome, with move tnde-
pendenco i durables.

The postwi experienct supgests that
nearly one-lulf of the increasa in dis-
pozable personul income is spent for
govds of all types—food, clothing,
putommobiles, [moiture, ond s¢ on.
This relation *—ae ihe chort shows—
haa been remarkably stabla since 1951,
the mazinnnm depariave e the re
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eression live being shout 3 pereent dur-
ing the splurge of ante buying in 1055

In periods of dewnturn in income,
spending on goods tands to Iail, mestly
begause of sharp reduations in buying
of durahles which is accompnnied by
curtailed wee of consumer eredit. In
the upswing, the rerasa situation
prevails.

It may he noted Lhot in the recovery
trom each of the fiet three postwar
recession lows—1D40, 1084, and 1955—
expenditures lor poods returned ta their
long-term relaliongiip to income within
approximately o year. Howevar, the
rige [rom the bottom of the lnst reces-
sion—the first quarter of ¥961—lins
been siow wnd apending has romained
helow the relationship sitce thal time.

The stability in the ratio of total
consumer spending to income during
thia period has been due to the par-
gistent uptrend in consumer spending
for services.

It is of interest to noie thuab the
present proportion of income spent for
se1vices—354 percept is now back to
whoers it was in 1929 alter having
been below this figure for & long postwar

. period. The foilure of goods expandi-

tures to advance ndeguately hos con-
tributed t0 the recent sluggish recovery
in total economic activity and to the
petsistence of the velatively high rote
of unemploymens.

As o genarsl rule, however, an in-
crease in gpendoble income iz wanatated
into a proportionate rise in purchases of
gonds.

3. Inereused consutner expeieditures for
goady gre decompaniad by o proporéicnsts
rige in corporate gross product.

Corporata gross product represents
in corporafions
{compensation of employees, corparnle
profits, und net inlovest) plue corporate
indivect business Laxes and capital eon-
sumption wllowances. Corporats gross
wodnel i virtually proportional to
worporats sales—which indlude in addi-
it to the gross product the volue ol
intermediate purclnses by corporations.

The wccowpanying chart shows that
corpovate gross product {and also
corporate soles) tends to move olong
%ith changes in consumer expenditures
for goods, The relakionship indicates
that during the postwnr period a rise
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of, say, 10 porcent in consumer cx-
penditures for goods was accompunied
oh the average by o rise of nbout 15
percent in corporate pross prodoct.?
Corporations obviously awre the sourve
of a luge part of the goods whizh con-
sumera buy. The anulysis sugpests
that salea of corporationz to business
wre also somewhot correlitaid with the
valua of gzoods which eonsumers buy,
but invesiment, government, and ex-
port: buring are likewizge important,
In eertain periods theve are signifi-
cant devintions from the relationship.
The lower puinl shows the percentuge
vaprjalions from e line of relationghip
for tha quarterly pericds portrayed in
the upper panel. The maximam vari-
ation since 1950 has heen <45 percent
in thasecond qunrtes of 1951 and, on the
otlior side, -4 percent in the sceond
quarter of 1953. Deviations are rela-
tively lnrge: (1) during the period of
the Kovean conllict when a Incge pat
of corpornte Lusiness was devoled to
e VT T s O
T i bAlmHs al |

COnE orperiiiluns. loars, kT
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producing Government wor mnteriel,
and {2} wronnd the low points of reces-
gsien peviods when eorporate snles of
durable aquipment to businesses drop
very sharply nnd consumers by less
durable goods. However, ns would be
cxpectad, the chart indicates unmistak-
ably thuat there iz u dafinite nesociation
batwesn econsumer gonds axpenditures
iyl eorporits output or sales.

4 Plant and cquipment expenditurce
are in farge part dependent wpon the vol-
wime af gorporats gross produet or sales,
but to an fmportont exfent are a_junction
of exogonous factors—imporiantly inde-
pendent tnoeatrend.

Throughout the pestwar period thera
fina been n general tendency lov total
plunt und equipment expenditures (GNP
busia) to rellect chunges in corperate
gross product.t Qo the average, a 10-
percent rise in corporate groas product
hes tended te be neconiplished by nbout

iTalal plant aod yeipisont expendiitees o ekl
ralulod £0 oo naly gen of plint AR egnilpenent, o
(1113 Llﬂiluldmmrﬂ e 1§ (1190 Valld Isburctd obepoika
TiaHL anuipment and mrflﬂrlt-e Bridt phnefiset., &15&.
mqmramﬂms pwid Lhed 1% sy cograinted Wil Lol G
po ibot & dmblae poladlay sl Lewoen planl obd aqufme
Toent nxpendituecs angl gl IXE,
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SURVEY OF CURRENT BUSINESS

UNDISTRIBUTED CORPORATE PROFITS PLUS CAPITAL
CONSUMPTION ALLOWANCES RELATED TO
CORPORATE GROSS PRODUCY

115, Pepartmant of Commerce, Office o Busipess Coanomks

an R percent rise in business fixed
inveatment.”

The significance ol this clsrt lies in
the Tact that here the devintions from
tha line of relntionship are much larger
than in the correlations presented
above., Obvicusly there e other
factorz—nuionomens  and  induced—
which inflnence the course of fixed
investinen t—again space programs may
be noted slong with sucl: products as jet
aireraf.

Of partieular intevest is the pattern
shown for the last 7 years. The
devintions were exceptionally large in
1956 and 1957 when fixed investment
wis 9 percent and LE pevcent, reapac-
tively, wbove the relationship line.
The “bunching' of investment outlays
in these 2 years resulted 1o port from
tax incentives snd the imedifiention in
deprecintion cherges permitted in the
1954 tax legielation, Alac contributing
to the investiment hpom was the rise in
demand following the recovery from the
o m?ht%nmifm:dﬁmglm
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recession low of 1984, Undounbtedly
other facters were effective in this
period, particulnaly the generally high
rate of indusirinl operntions aond tha
heavy ipvestment for the “new look™
outos. The result of the nrpe invesi.
ment qutlays in 1956 and 1957 was to
grently enlurge the capneity to produce.

Since 1957, plint and equipmant
expenditres have been low reladive to
the longer term relationship, reflesting
uob only a deficiency of demand
{consumer goods expenditures discussed
previously) but ale¢ the existence of
excess capacity relative to demand.
Becnuge of the lntter factor, plant and
squipment axpandlturﬁ have risen by
inndequate amounts in veceni yeuurs,
and this has been n major Incter in the
sluggish growth in total GNP, Profl
morging have been lowered snd chis
hps alao boen sn adverse factor in the
mveshment market.

5. Corporate profils lay belind rise in
sorparale groes produed,

Ovar the postwar pecicd, corporate
profits have increased relatively less

Maorch 1003

than corporate gross output. With fax
linbilitieza doubling, after-fax prolits
Love riean o little more than one-fourth
while corporate grosa product has more
than doubled. Tha increase in dividend !
disbursements has generally parallelsd |
the rise in tofal output, and, conse- |
quently, retained enrnings ars currently
somawhat below their immediate post-
war lavel. Corporate capitel consump-
tion allowances hove risen 2% times
since 1948.°

6. Corporofe earnings end deprecio-
Hon allowences tn the long run fmd fo
mova with corporafe gross product, bul
thera are independent voriobles,

Corporata retuined earnings plus
eapital econsunption allownness aimed
1848 {about 90 percent of which repre-
sents depreciation charges)} hae tended
to move upward with corporate sutput
or geles. The correlation, however, in
not especially elose, particvlnarly in the
period priot 0 1955. |

In genersl, retained earningz plus
capitnl enngsumption sllowances of cor-
porations hag tended to comprise I3
percent of the corporute gross produet.
Except for the recession lows of 1958
and 1981, this proportion hes heen re-
marikably stable sinea 1954. Marked
departures ore apparent during ths
period of the Korsan conflict and in the |
1949 recession quertars.

It is worthy of note that retmimed
emrnings plus capital consumption al-
lowanees were relatively high during
the past yeay, ond yet plant and equip-
ment expenditures have tended to sase
off a bit since lnst fall. Sincs this “cosh
How and plont and equipment expend-
ituraz are each relatad to corporailo
grosa product, there ia an implication
that both “sash flow” and corporate
gross product interect on business
fixed investmant.

Apparently, at times an increnss in
neither “cask flow" nor corporste gross
product nor both ave sufficient condi-
tions to induce a large expansion in in-
vestment; other factors muet also be
favornble. The two pnrts of the flow—
profits and depreciation—ore not locked
upon by business in exactly Ghe aame
light.

* A lall disqussion of the reloticeshy
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7. Carporate copital consumption al-
lowances und dividend payments haw

moped upward in the postwer period;.

corpovaly retained earnings Rove de-
elined continually reludive to corpornie
groge product.

The wide fluetuntions in corporate
eash flow (vneunlly defined as sorporate
profita aflter taxes plus capita]l con-
wymption allowances) over ths postwor
period reflect the movement of cor-
pornte rotained esrnings which were
relatively high in the smly postwar
period.  Dividend . payments have
shown e stendy apward tendency over
the postwar period, inerenging an nv-
ernge of 50.6 billion par year; capital
congymplion allowonces hove besn
moving strongly upward, avernging
%1.6 billion increase per year.

In controgt, the lower panel of the
chart shows that in relniion to cor-
porate gross product, corporate retained
enrnings have drilted downward by
reason of the dividend flow and Lhe
Inct that the profit trend has been
dampened.

CORPORATE CASH FLOW

SURVEY OF CURRENT BUSINESS

In iha 194748 period these ropre-
sented about 10 percent of corporate
gross. product; by 1052 ibe ratio
dropped to 44 percent; in 1859 it was
4 peveant; and last year loss than 3%
percent. Im the deownturn of ench of
the postwar recessions, reinined earn-
ings took the full impact of lowored
profits and dropped very sharply rela-
tive to corpointe moss product; in
ench subsequant eyclical reeovory o
sharp riee ocomred, slthough usunlly
not recovering 1o the prior pedk lavels,

8. Neow orders resesved by machinery
and equipment eompanies & an indiemtor
of the shori-tarm movement of plani and
egquipinent erpenditieres,

The final chert shows the relatively
close puealielism betwsan equipment
orders placed nnd business fized invest-
ment. Howevar, over the postwar
pariod plant and eguipment sxpandi-
tures hive lagged new orders by nbout
fi monthe. Six months after a {wening
point in new orders, plant and equip-
ment expenditiures generally tven.

This lug is ivherent in 1he time pe-
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quired to produce the equipment after
en order is placed. In the lnst @
months thers hns been some levelling off
tendancy in new orders pineed with
machinery compnnics.  Thiz  woald
indicate a levelling off in plant and
aquipmant spending in the most recent
poriod. The survey veporting these
axpenditures elspwhere in this issua of
the Swvey seoms to confirm  this
developinent.,

Bath machinery oridars and pinnt and
oquipment expenditares appenr to ba
aifected somewhat by husiness inven-
tory decisiona—i e, when huszinessmen
decide to hold inventories low relntive
lo snles, mmnchinery business is alsc
affected 10 some degree. Thus, the
levelling off tendency in inventories
gince Inst spring may also be o factor in
the emrent outlays for plant and
aquipinent.  Inventories appear to be
now headed upward according to the
smyey delniled on page 8.

Summary: This eeries of charis
suggesie tlint o bnsic and persistent
faclor in stinwlating business invest.
ment is the demand for goods. Such
demand is in turn mainly determined
by the Row of mceme. A significant
smount of the. 1elnl variation in plant
ond eeuipment expenditures, however,
is not accounted for by the income and
demnand factors, At times other Ine-
Lors—spontaveous nnd  indnced—are
important in shoping the cowrse of
these outlays. It iz clesr [rom our
post experience that slrong investiment

is an esgentinl element of o high growth -

rata. The prospeciive trend of invest-
ment iz, therefore, an important con-
siderntion in evaluating the near-term
asonomic oniloalk,
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